For a U.S. firm trading in its own shares, trade-disclosure requirements are minimal. The firm needs to report, at most, aggregate monthly trading activity, and may wait until well into the next quarter before doing so. 3 Thus, the firm is permitted to buy and sell its own shares secretly in the open market for months and withhold the exact details of its trades from shareholders and regulators.
The trade-disclosure requirements imposed on U.S. firms are quite lax relative to those imposed on firms listed on some of the largest overseas stock markets. For example, the United Kingdom and Hong Kong require firms trading in their own shares to disclose the details of their trades by the morning of the next business day, while Japan requires same-day disclosure. 4 In Switzerland, firms commonly repurchase shares through a second, dedicated trading line, thereby making trade disclosure instantaneous. 5 More important, the trade-disclosure requirements imposed on U.S. firms are substantially less stringent than those imposed on insiders of those firms. Since the 1930s, insiders of a U.S. firm have been required to report the specific details of each trade in the firm's shares. 6 Before the SarbanesOxley Act of 2002, 7 insiders typically had until the tenth day of the following month to disclose such trades. 8 Today, an insider's trades in firm shares must be reported within two business days. 9 The strict trade-disclosure rules for insiders reflect a strong, longstanding consensus in the United States that a corporation's insiders-its officers, directors, and controlling shareholder (if any)-should not be permitted to profit freely from their access to inside information about the firm. These rules are part of an elaborate set of regulations designed to reduce insiders' [Vol. 162: 801 ability to engage in insider trading: buying and selling a firm's shares on inside information. 10 Unfortunately, U.S. policymakers have failed to grasp that when insiders are subject to strict trade-disclosure requirements and firms are not, insiders have a strong incentive to exploit the relatively lax trade-disclosure rules that apply to firms in order to engage in indirect insider trading: having the firm buy and sell its own shares at favorable prices to increase the value of the insiders' equity. Such indirect insider trading-made possible by insiders' control over the firm's assets-can generate substantial profits for insiders. If, for example, insiders own 10% of a firm's equity, they will capture approximately $1 out of every $10 in insider-trading profits generated by the firm when it buys and sells its own shares on inside information.
Although U.S. firms are commonly thought to have relatively diffuse ownership, average insider ownership in publicly-traded firms is, in fact, surprisingly high. For example, one study of 375 randomly selected publicly traded firms found that directors and officers own an average of 24%-32% of a firm's equity (depending on the measurement methodology). 11 To be sure, larger firms tend to have a lower percentage of insider ownership. 12 Thus, average insider ownership on a value-weighted basis may be less than 25%. Nevertheless, insiders' percentage ownership is likely to be substantial in many cases.
Not surprisingly, insiders use their control of the firm to engage in indirect insider trading. 13 Insiders acknowledge using repurchases to buy stock that they believe is underpriced and equity issuances to sell stock that they believe is overpriced. 14 There is also a substantial body of empirical work in the finance literature documenting that repurchases and equity issuances are 12 See Holderness, supra note 11, at 1378. 13 See infra Sections II.D & III.C. 14 Id. frequently driven by insiders' desire to indirectly buy stock at a low price or sell stock at a high price. 15 Such indirect insider trading likely imposes considerable costs on public investors in two ways. First, just like ordinary "direct" insider trading, indirect insider trading secretly redistributes value from public investors to insiders. 16 To be sure, much of the indirect insider-trading profits generated by firms are shared with some public investors. But on average, public investors lose and insiders profit to the tune of several billion dollars per year. 17 Second, the use of the corporation as a vehicle for insider trading can lead insiders to waste economic resources. For example, indirect insider trading can distort capital deployment decisions by reallocating capital between the shareholders and the firm in a way that destroys economic value. 18 Thus, indirect insider trading can diminish the value flowing to investors over time by far more than the profits reaped by insiders.
The purpose of this Article is threefold:
(1) to demonstrate that insiders have an incentive to (and do in fact) exploit the relatively lax tradedisclosure rules applicable to firms to enrich themselves via indirect insider trading; (2) to describe the costs of such indirect insider trading to public shareholders; and (3) to put forward a proposal that, I show, would substantially diminish insiders' ability to engage in indirect insider trading and reduce the resulting costs to public investors: subject firms to the same twoday disclosure rule applied to their insiders.
The remainder of the Article is structured as follows: Part I briefly describes the insider-trading regulations applicable to insiders, the means by which firms trade in their own shares on the open market, and the relatively lax insider-trading regulations imposed on these firms. Part II examines how insiders use share repurchases to engage in indirect insider trading; Part III explains how insiders use equity issuances to engage in indirect insider trading. Part IV identifies the cost to public investors of indirect insider trading. Finally, Part V describes my proposal that firms be subjected to the same trade-disclosure rules as insiders. 15 
Id.
16 See infra subsection IV.A.1. 17 Id. 18 See infra Section IV.B.
I. DIRECT INSIDER TRADING AND ITS REGULATION
This Part briefly reviews the economics and regulation of direct insider trading by persons controlling a firm. Section A discusses the costs imposed by direct insider trading on public investors. Section B describes the main insider-trading regulations applicable to insiders trading personally in their firms' shares.
A. Costs of Direct Insider Trading
Direct insider trading by those individuals controlling the firm imposes costs on public investors by (1) systematically diverting value from public shareholders to insiders, and (2) undermining and distorting insiders' incentives to generate economic value, thereby reducing the size of the pie. As we will see in Part IV, these two types of costs also arise from indirect insider trading.
Diversion of Value
When insiders use private information to time their personal trades, they directly reduce public shareholders' returns. Each dollar reaped by insiders comes at public investors' expense. 19 In an earlier article, I calculated that such trading puts at least several billions of dollars into the pockets of insiders each year. 20 This diversion of value reduces public investors' expected returns and increases firms' cost of capital. 21 One might argue that insider-trading profits are just another form of compensation. In principle, for example, firms could reduce other components of executives' and directors' compensation arrangements to offset expected insider-trading profits. 22 But insider-trading profits are a peculiar type of pay. They are tied to insiders' informational advantage and their ability to control the flow of information to the market, not to their contribution to economic-value creation by the firm. Permitting insiders to make such gains is an inefficient way to reward them for performance. 23 Indeed, as I explain in the following subsection, these profits provide insiders with incentives to take steps that may destroy economic value. 24
Weakening and Distortion of Incentives
In addition to diverting value directly from public investors to firm insiders, insider trading may reduce the total amount of value to be shared between public investors and insiders. First, it can decrease insiders' motivation to generate value with the firm's assets. For example, permitting insiders to sell before their firm discloses bad news reduces the financial payoff differential between good and poor performance, thereby undermining insiders' incentive to increase value.
Second, insider trading can create perverse incentives. For example, insiders who are free to sell large amounts of shares may seek to raise shortterm stock prices by running the firm in a way that improves short-term results at the expense of long-term economic value. 25 Insiders may also have incentives to choose less transparent (and less valuable) projects because the lack of transparency enables insiders to profit more from insider trading. 
B. Regulation
The main regulations governing trading by insiders in their own firms' shares are Rule 10b-5, 27 which prohibits trading on certain kinds of information, and Section 16(a), 28 which requires insiders to disclose such trades.
Rule 10b-5 and its Limits
Rule 10b-5, promulgated by the Securities and Exchange Commission (SEC) under Section 10 of the Securities Exchange Act of 1934 (the 1934 Act), requires that certain persons possessing "material" nonpublic information disclose that information or abstain from trading. 29 Among the individuals subject to Rule 10b-5 are persons considered to owe a preexisting fiduciary duty to the counterparty of the (potential) trade. Because a firm's officers and directors are considered to owe a fiduciary duty to the firm's shareholders under corporate law, Rule 10b-5 applies to a firm's officers and directors when they trade in the firm's shares. 30 For similar reasons, Rule 10b-5 would also be expected to apply to a firm's controlling shareholder. 31 While Rule 10b-5 substantially reduces the amount of direct insider trading, it cannot prevent insiders from trading on valuable inside information in many cases for two reasons. First, Rule 10b-5 applies only when insiders trade on information that is considered "material." 32 "Material Carlton and Fischel also claim that insider trading enables information to be transmitted to the market more quickly, thereby making stock prices more accurate, or "efficient." Carlton & Fischel, supra note 22, at 866-68. But the ability to engage in insider trading may cause insiders to withhold information from the market, making markets less efficient. See, e.g., Easterbrook, supra note 23, at 333 (noting that the "prospect of insiders' gains may lead the firm to delay the release of information"); Michael J. One might argue that the high bar for "materiality" reflects a judgment that there is no cost to investors when insiders trade on certain kinds of private information. But from an economic perspective, there is little difference between trading on material information and trading on submaterial information, as participants on both sides of the insider-trading debate have long recognized. See, e.g., Carlton & Fischel, supra note 22, at 861 (concluding that "[f]or purposes of analyzing whether insider trading is beneficial or detrimental, nothing turns on whether a particular trade is illegal"); Reinier Kraakman, The Legal Theory of Insider Trading Regulation in the United States (noting that both legal and illegal insider trading reduce returns for outsiders, decrease liquidity, and curtail the incentive for outsiders to invest in information acquisition), in EUROPEAN INSIDER DEALING 39, 48-49 (Klaus J. Hopt & Eddy Wymeersch eds., 1991). A more likely explanation for the adoption of a high materiality bar for Rule 10b-5 is that the litigation and transaction costs of subjecting insiders-who always possess inside information-to a low bar would exceed the benefits of reducing their ability to engage in insider trading.
37 See Fried, Reducing the Profitability, supra note 10, at 331-35 (describing the impediments to the SEC's successful investigation of potential violations of insider-trading laws).
on insiders are relatively strict. The fact that insiders are often found to have violated Rule 10b-5 indicates that deterrence is far from perfect. 38 2. Section 16(a)'s Trade-Disclosure Rule Because Rule 10b-5 by itself cannot prevent insiders from trading on valuable inside information, it is complemented by a trade-disclosure rule: Section 16(a) of the 1934 Act. Section 16(a) requires top executives, directors, and any person owning more than 10% of the shares of a publicly traded firm (a "10% shareholder") to report the details of each purchase and sale of the firm's shares after the transaction. 39 Before 2002, Section 16(a) required insiders to report most of their trades by the tenth day of the following month, enabling them to wait as many as forty days before reporting these trades. 40 After it came to light that the executives of Enron and other troubled firms secretly sold shares on inside information, Congress amended Section 16(a) via the SarbanesOxley Act of 2002 to require executives to report every trade to the SEC by the end of the second business day following the transaction. 41 Section 16(a) complements Rule 10b-5 in two crucial ways. First, by requiring insiders to report the details of each trade, Section 16(a) increases the likelihood that a trade on material inside information in violation of Rule 10b-5 will be investigated and the offending insider will be sanctioned. The increased probability of sanction strengthens Rule 10b-5's deterrence effect, reducing the likelihood that an insider will trade on material inside information. Second, whether an insider trades on material or valuable but sub-material information, a Section 16(a) report alerts public investors within two days of the trade to the possibility that the insider has private information indicating that the stock is mispriced. Investors may use this information to adjust the price at which they are willing to buy or sell shares. This price adjustment, in turn, reduces the insider's ability to use inside information to profit on subsequent, post-disclosure transactions, thereby diminishing his insider-trading profits.
To be sure, insiders can still profit from their access to inside information notwithstanding Section 16(a). 42 Among other things, insiders can trade secretly for two days without facing any price adjustment due to trade disclosure. However, absent Section 16(a)'s trade-disclosure requirement, insiders' ability to profit from trading on inside information would be far greater.
II. INSIDER BUYING VIA THE CORPORATION
Having seen how insiders are subject to various insider-trading rules, including the two-day disclosure rule of Section 16(a), we will now see why insiders have an incentive to use open-market repurchases (OMRs) to engage in indirect insider trading. Section A describes the growing use of OMRs to distribute cash to shareholders. Section B describes the insidertrading regulations applicable to firms conducting OMRs and explains why they are more lax than the insider-trading regulations imposed on insiders themselves. Section C shows that insiders have an incentive to exploit these relaxed regulations to cause their firms to buy stock at a cheap price. Section D provides considerable evidence that insiders frequently engage in such "bargain" repurchases.
A. Open Market Repurchases
Publicly traded U.S. firms generate hundreds of billions of dollars in earnings annually. 43 Each year, boards must decide how much, if any, of their retained earnings should be distributed to shareholders rather than be reinvested in the firm. Boards must also decide the form that such distribution should take: dividends, repurchases, or a combination of both. Repurchases can provide a number of benefits that dividends cannot. In particular, repurchases enable many shareholders to avoid taxable income (by not selling their shares), permit the firm to acquire shares for employee stock option plans, and can increase liquidity. 45 Not surprisingly, share repurchases have become increasingly common, and they exceed dividends as a form of cash payout. 46 Over 90% of U.S. public firms that distribute cash engage in repurchases. 47 In 2007, S&P 500 firms distributed almost $600 billion through repurchases, 48 and total marketwide repurchases reportedly reached almost $1 trillion. 49 The overwhelming majority of repurchases take the form of an OMR, in which the firm buys its own stock on the market through a broker. 50
B. Regulation of OMRs
We now turn to the insider-trading regulations applicable to firms conducting OMRs. They include (1) an announcement requirement; (2) Rule 10b-5's prohibition against repurchasing shares on material nonpublic information; and (3) 51 Firms trading in their own shares are also subject to the antimanipulation provisions of Section 9(a)(2) of the 1934 Act, including the Rule 10b-18 safe harbor for firms repurchasing shares. See Fried, Informed Trading, supra note 45, at 1341-42 (discussing 15 U.S.C. § 78i(a)(2) (2012) and 17 C.F.R. § 240.10b-18 (2013) respectively). These rules do not reduce a corporation's ability to trade on inside information, id. at 1342, so I do not discuss them here.
Announcement Requirement
Before it can begin buying back shares in an OMR, a firm traded on NASDAQ or another stock exchange is required to announce its board's decision to approve an open-market buyback program. 52 But such an announcement need not provide specific details about the program. 53 A firm is not required to indicate the number or dollar amount of shares to be repurchased. Nor must the firm indicate the expiration date of its buyback program. 54 Even if a firm voluntarily indicates a repurchase target, it will typically state that actual repurchases will depend on market conditions. 55 As a result, firms do not commit-and are not obligated-to buy back any stock. 56 In fact, one study found that almost 30% of firms announcing repurchases do not buy back a single share during the fiscal year in which the repurchase announcement occurs, with about 15% not buying back any shares within four fiscal years of the announcement year. 57
Rule 10b-5
As discussed in Section I.B, Rule 10b-5 requires that a firm's insiders, because they are considered to owe a preexisting fiduciary duty to the firm's shareholders, disclose any material nonpublic information that they possess or abstain from trading in the firm's shares. The SEC takes the position 52 See, e.g., NASDAQ RULE 5250(b)(1) (2014) (requiring prompt disclosure of any material information that would reasonably be expected to affect the value of the securities, including repurchase plans). MGMT., Winter 1996, at 9, 12 (explaining that, by indicating that actual repurchases will depend on "market conditions," managers give themselves the option to repurchase stock if it turns out to be cheap). 56 Id. at 10 (explaining that the lack of commitment to buy shares in the repurchase announcement obscures the managers' actual intentions).
57 See Utpal Bhattacharya & Stacey Jacobsen, The Share Repurchase Announcement Puzzle: Theory and Evidence 3-4 (Nov. 2013) (unpublished manuscript), available at http://ssrn.com/ abstract=250049 (noting that 27% of the firms announcing repurchases in the study's 1985 to 2012 sample appear not to have repurchased any stock in the same fiscal year as the announcement, and 15% do not repurchase any stock within four fiscal years following the announcement year or before dropping out of Compustat).
that Rule 10b-5 also applies to a firm buying its own shares. 58 The doctrinal basis for the SEC's position, however, is somewhat shaky: although a corporation's insiders clearly owe a fiduciary duty to shareholders, the corporation itself may not. 59 Nevertheless, I assume here that a firm, like its insiders, is prohibited by Rule 10b-5 from buying its own shares while in possession of material inside information. 60 However, as we saw in Section I.B, even if Rule 10b-5 were to apply to a firm when it repurchases shares, it cannot by itself prevent trading on all valuable inside information. 61 First, the courts' high materiality threshold permits trading on many types of important but sub-material information. 62 Second, a prohibition against trading on "material" nonpublic information may not always deter such trading because of detection and enforcement problems. 63 As noted earlier, detecting a violation of Rule 10b-5 by a firm's insiders is difficult even though they must report their trades under Section 16(a). 64 As discussed below, the trade-disclosure rules for the firm itself are more lax than Section 16(a)'s disclosure requirement for insiders. Thus, it is even more difficult to detect a violation of Rule 10b-5 by a firm that repurchases its own shares while in possession of material inside information.
Repurchase-Disclosure Rules
A firm buying its own shares on the open market is not subject to Section 16(a)'s two-day disclosure requirement; that requirement applies only to firm insiders, not to the firm itself. 65 59 See id. at 47-53 (describing the conflicting decisions on the question of whether a corporation owes a state-law fiduciary duty to its shareholders when it repurchases its own stock, and the implications of those conflicting decisions for the applicability of Rule 10b-5 to a corporation trading in its own shares).
60 If Rule 10b-5 were interpreted to permit a firm to repurchase its shares on material inside information, the problem of indirect insider trading described in this Article would be even more severe.
61 See supra subsection I.B. Form 10-Q (or Form 10-K) filing with the SEC, the number of shares repurchased in each month of that quarter and the average price paid for each share. 67 Because such filings can be made a month or so after the end of the quarter, investors cannot be expected to learn about share repurchases in the prior quarter until one to four months after they occur. 68 It should be easy to see that the SEC's 2003 trade-disclosure rules for a firm repurchasing its own shares are more lax than those applied to the firm's insiders in two respects. First, individual transaction details need not be disclosed. 69 A firm's ability to hide the details of each trade makes it difficult to determine whether a particular trade was illegal because the firm possessed material inside information at the time of the transaction. Trades on material inside information are therefore more likely to occur.
Second, while insiders must disclose a trade within two days, a firm repurchasing its own shares can wait months to report the transactions. As a result, investors cannot use the information about the actual value of the firm's stock that would be signaled by the repurchase disclosures to adjust their assessment of the stock's value until long after this information becomes stale. The firm thus has months to trade secretly on inside information without facing any adjustment in the stock price arising from the disclosure of its trades.
C. Insiders' Incentive to Engage in Bargain Repurchases
We have just seen that a firm buying its own shares in the market is subject to much less stringent trade-disclosure requirements than a firm insider who personally buys those shares. We will now see that insiders have an incentive to exploit these weak disclosure requirements to use repurchases for indirect insider trading.
Our focus will be on a "bargain repurchase"-a buyback conducted when those controlling the firm believe that the stock price is less than the stock's actual value. A bargain repurchase transfers value from selling shareholders 68 See Form 10-Q, SEC, http://www.sec.gov/answers/form10q.htm (last visited Feb. 21, 2014) (stating that the Form 10-Q filing deadline is 40-45 days after the end of the quarter and that the Form 10-K filing deadline is 60-90 days after the end of the year).
69 See Item 703 of Regulation S-K, 17 C.F.R. § 229.703 (2013) (requiring public companies to provide in their quarterly filings a table showing, on a month-by-month basis, the total number of shares repurchased during the covered quarter and the average price per share).
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[Vol. 162: 801 to nonselling shareholders pro rata. 70 Thus, to the extent insiders own shares in the firm and decline to sell their shares at a cheap price, they will benefit from a bargain repurchase. Insiders of U.S. firms announcing repurchases tend to own a substantial fraction of the firms' shares before the repurchase-an average of 15%-20% 71 -which is roughly the same as the average insider ownership across all firms. 72 Thus, when insiders know that stock prices are low, they have a strong incentive to conduct a bargain repurchase to transfer value from selling shareholders to themselves and other nonselling shareholders.
To see how a bargain repurchase transfers value to insiders and other nonselling shareholders, consider ABC Corporation (ABC). Suppose that ABC currently has six shares outstanding and that it will be liquidated on a future Liquidation Date. Five shares are held by public shareholders; one share is held by Insider. Assume that ABC does not issue any dividends or sell any equity before Liquidation Date.
There are two scenarios:
No-Transaction Scenario: If ABC does not repurchase any of its equity prior to Liquidation Date, it will distribute $60 to the holders of its six shares at Liquidation Date. The no-transaction value of each of ABC's six shares at Liquidation Date is thus $10.
Repurchase Scenario: Now suppose that ABC conducts a repurchase before Liquidation Date when the stock trades at $6 ($4 less than its actual value of $10), buying back a single share at that price. Assume that the $6 spent on the repurchase reduces ABC's Liquidation-Date value from $60 to $54 (no economic value is created or destroyed by the repurchase).
70 See Fried, Informed Trading, supra note 45, at 1344-47 (explaining how a bargain repurchase is economically equivalent to nonselling shareholders buying stock at a cheap price from selling shareholders and then receiving a dividend from the firm equal to the amount paid to selling shareholders). When a firm buys stock at a price below its actual value, the precise distributional effects depend on whether the selling shareholders would have otherwise sold their shares to new investors for the same price. If so, the selling shareholders cannot be said to "lose" any value as a result of the bargain repurchase. Instead, the bargain repurchase deprives would-be new investors of a gain. For simplicity, however, I assume that it is the selling shareholders that lose money as a result of the bargain repurchase. This assumption does not affect the analysis. 72 See Holderness, supra note 11, at 1382-83 & tbl.1 (finding average insider ownership in a sample of publicly traded U.S. firms to be in the range of 24% to 32%).
When ABC repurchases a share, Insider does not sell because he is aware that the stock is underpriced. Thus, the repurchased share is acquired from a public shareholder. At Liquidation Date, the value of each of ABC's five remaining shares, including the one owned by Insider, is $10.80 ($54/5).
By assumption, the economic value created by the firm in both scenarios is the same. In the No-Transaction Scenario, $60 flows to all the shareholders at Liquidation Date. In the Repurchase Scenario, $6 flows to one shareholder during the repurchase and $54 flows to the remaining shareholders at Liquidation Date. 73 In both cases, there is $60 of economic value flowing to shareholders.
But the bargain repurchase shifts value from public shareholders as a group to Insider. In the No-Transaction Scenario, Insider gets $10 and public shareholders get $50. In the Repurchase Scenario, Insider gets $10.80 and public shareholders get $49.20 ($43.20 received by the four nonselling public shareholders plus $6 received by the selling public shareholder). Thus, Insider reaps an extra $0.80 even though no economic value is created by the repurchase. The results are summarized in Table 1 below. (4 x $10.80) $6.00
(1 x $6.00) $10.80
D. Evidence of Bargain Repurchases
Having seen that insiders have an incentive to engage in bargain repurchases, we now turn to the considerable evidence that they actually engage in such indirect insider trading. This evidence includes (1) insiders' own statements and behavior and (2) stock-price movements following repurchases.
Executives' Own Statements and Behavior
Insiders admit that they frequently use repurchases to buy cheap stock indirectly. Economists who conducted a 2005 survey of executives regarding firms' payout policies noted that "[t]he most popular response for all repurchase questions on the entire survey is that firms repurchase when their stock is a good value, relative to its true value: 86.4% of all firms agree or strongly agree with this supposition." 74 Indeed, some firms openly state that their share-repurchase programs are designed to acquire stock at a low price for the benefit of long-term shareholders. 75 Until the SEC began requiring limited disclosure of OMR transactions in 2003, it was difficult for economists to confirm that insiders of U.S. firms used inside information to time actual repurchase transactions. But a relatively recent study using post-2003 data found that firms systematically buy stock at low prices within each quarter, often using inside information to redistribute large amounts of value from selling to nonselling shareholders. 76 This study also found that insiders' tendency to exploit information in timing repurchases increases with insider equity ownership. 77
Post-Repurchase Stock Returns
Stock price movements following repurchases also suggest that the desire to engage in indirect insider trading drives many repurchases. Several studies have found that U.S. companies announcing OMRs experience, on average, cumulative abnormal (market-adjusted) returns of approximately 25% over the next four years. 78 OMRs were, on average, 25% undervalued at the time of the OMR announcement. These studies have led economists to conclude that repurchasing stock at a low price has become a widespread practice. 79 As noted earlier, many firms announcing OMRs do not actually buy back any stock after the announcement. 80 There are two reasons why managers may make repurchase announcements even though they have no concrete plans to repurchase any stock. First, insiders might announce a repurchase program with no intention to repurchase any stock to boost the stock price so that they can unload their own shares at a higher price. 81 Second, insiders might announce OMRs to give themselves the option to acquire stock at a low price in the future. If the stock price does not subsequently turn out to be low, relative to its actual value, then insiders will not repurchase stock. Thus, one should not be surprised if any given repurchase announcement is not followed by an actual repurchase of shares.
Because there is no reason to believe that firms announcing but then not conducting OMRs are undervalued, we would expect the subset of firms that announce OMRs and then actually repurchase shares to be more undervalued than the entire set of firms that announce OMRs. Indeed, one study found that certain firms conducting OMRs-firms with a high bookto-market ratio that announced repurchases and subsequently repurchased more than 4% of their shares in the post-announcement year-experienced abnormal returns of around 57% in the four years following the announcement. 82 By contrast, firms that did not subsequently repurchase shares did not appear to experience post-announcement abnormal returns. 83 These post-repurchase returns constitute strong evidence (along with insiders' own statements and behavior) that insiders often use repurchases to buy underpriced stock indirectly.
The fact that many OMR announcements occur when the stock is not currently undervalued makes it easier for insiders to use OMRs to indirectly buy cheap stock. In particular, the use of OMR announcements for many different purposes reduces the undervaluation-signaling effect of any given OMR announcement. This, in turn, causes the market to react relatively weakly to such an announcement. One study found that OMR announcements were associated with short-term abnormal price increases of only about 2%. 84 The more muted the market's response to a repurchase announcement, the greater the profits insiders can reap by repurchasing underpriced stock. 85
III. INSIDER SELLING VIA THE CORPORATION
Part II explained that insiders use OMRs to engage in indirect insider buying via the firm. This Part discusses the use of at-the-market (ATM) issuances to engage in indirect insider selling via the firm. Just as insiders can use an OMR to buy underpriced stock through their firm, they can also use an ATM to sell overpriced shares through their firm. Section A describes the growing use of ATMs. Section B discusses the relatively lax insider-trading regulations applicable to firms conducting ATMs. Section C explains why insiders have an incentive to exploit these relatively lax regulations to engage in indirect insider trading.
A. At-the-Market Issuances
The typical publicly traded firm issues a considerable amount of shares between the time it goes public and the time it ceases trading. 86 to 2002, an average of 66.5% of large firms made net stock issues-issuances less repurchases-each year during that period. 87 Strikingly, these net stock issues averaged 7.5% of assets, which is on the same order of magnitude as net debt issuances. 88 A seasoned equity offering (SEO), in which a firm sells stock to investors for cash, is one of the most important forms of equity issuance. 89 Until relatively recently, SEOs were almost always "firm-commitment": the corporation arranges to sell a specified number of shares at a fixed price through an underwriter that guarantees to sell the shares at that price and then offers the shares to investors. 90 When the market learns of a firmcommitment SEO, the stock price tends to fall. 91 The market's reaction to SEO announcements is not surprising, as an issuance may signal that the stock is overvalued.
In part due to the adverse effect of firm-commitment SEOs on the stock price, firms have taken advantage of recent regulatory changes to issue stock via so-called "at-the-market" SEOs (ATMs). 92 In an ATM, shares are sold directly (and quietly) on the market through a sales agent. 93 A firm need not-and typically does not-announce these sales as they are occurring, much as firms do not announce OMR transactions as they are occurring.
Indeed, ATMs are marketed as a way for firms to issue shares quickly when the price appears favorable without alerting the market to the issuance in real time 94 (which might cause the stock price to fall). As several securities 87 Id. at 551, 564 tbl.4. 88 Id. at 574, 577 tbl.6. 89 Other types of stock issuances include issuances to employees exercising options and issuances to shareholders of a target firm in exchange for the target's assets.
90 See B. Espen Eckbo et al., Security Offerings (reporting that firm-commitment underwritings are "the primary choice of publicly traded U.S. firms" and explaining that an underwriter syndicate guarantees the proceeds of the issue), in 1 HANDBOOK OF 
B. Regulation of ATMs
We now turn to consider the insider-trading regulations applicable to firms conducting ATMs, which are analogous to the insider-trading regulations applicable to firms conducting OMRs. The regulations include: (1) pretransaction filing requirements; (2) a prohibition on issuing shares when the firm is in possession of "material" nonpublic information; and (3) postissuance disclosure requirements.
Filing Requirements
Before conducting an ATM, the firm must first have an effective shelf registration statement (which includes a prospectus) on file with the SEC. 96 In these disclosures, the firm must indicate the maximum number of shares to be sold or the maximum aggregate gross proceeds from such sales, and the sales agent. 97 However, these pretransaction disclosures do not provide much useful information to investors. First, these disclosures can be updated at any time to increase the ceiling on the number of shares to be sold. As a result, investors do not know the maximum number or value of shares that will actually be sold. Second, the filing of these disclosures does not compel the firm to enter into a single transaction. Thus, like an OMR announcement, an ATM filing gives a firm the option, but not the obligation, to trade in its shares on the open market.
No Trading on Material Inside Information
Various provisions of the federal securities laws require a firm selling its own shares in a public offering (including an ATM) to disclose any material nonpublic information it possesses. 98 Thus, while there may be some legal uncertainty about whether a firm buying its shares in an OMR must disclose 95 Small et al., supra note 93, at 291. 96 Id. at 295-96. 97 Id. at 296. 98 See, e.g., Securities Act of 1933, § 12(a)(2), 15 U.S.C § 77l(a)(2) (2012) (providing shareholders a right to sue for a misstatement or omission of material fact in a prospectus used to offer or sell securities to the public). material nonpublic information, 99 the requirement for a firm selling its shares via an ATM is considered to be unambiguous. 100 However, as we saw in the case of OMRs, a prohibition on a firm trading in its own shares on material inside information cannot, by itself, prevent the firm from exploiting valuable inside information when trading in its own stock. 101 First, the high threshold for "materiality" actually applied by the courts allows legal trading on many types of valuable but sub-material information. Second, a prohibition on trading on material nonpublic information may not always deter such trading because of the difficulties of detection and proof-difficulties that are exacerbated when (as in the case of OMRs) individual trades need not be disclosed. As discussed below, the trade-disclosure rules applicable to firms conducting ATMs are, if anything, even more lax than those applicable to firms conducting OMRs.
Trade-Disclosure Rules for ATMs
Like firms conducting OMRs, firms conducting ATMs need not publicly disclose any information about ATM transactions until after the end of the quarter in which the transactions took place. 102 But while firms conducting OMRs must disclose the number of shares repurchased in each month of the preceding quarter and the average price paid for each share, 103 no such breakdown is required for ATMs. In general, firms need report, for the preceding quarter, only the total number of shares issued and the proceeds from those sales. 104 As in the case of OMR trade-disclosure rules, ATM trade-disclosure rules are more lax than those applied to insiders themselves in two ways. First, the information provided does not include the dates and prices of individual trades. This makes it difficult to determine whether a particular trade was illegal-that is, whether the firm was in possession of material 99 See supra subsection II.B.2. 100 See Small et al., supra note 93, at 301 (noting that if an issuer conducting an ATM possesses material nonpublic information it must suspend the ATM or reveal the information); see also Adam Fleisher et al., Alternatives to Traditional Securities Offerings, CLEARY GOTTLIEB ALERT MEMO, Mar. 19, 2013, at 6, available at http://www.cgsh.com/files/News/9fd96d45-9352-48b3-bf72-e7284f367c5a/Presentation/NewsAttachment/f789c15d-8619-4bc1-955f-aa630494a4/Alert%20Memo%20-%20Alternatives%20to%20Traditional%20Securities%20Offerings.pdf (explaining that a domestic issuer in possession of material nonpublic information should suspend the program until the information is disclosed, typically via a press release coupled with a filing on a Form 8-K inside information at the time of the trade. As a result, trades on material inside information are more likely to occur. Second, while insiders must disclose a trade within two days, firms buying or selling their shares can wait several months before publicly reporting their transactions. Accordingly, investors cannot easily use the information communicated by the firm's trades to adjust their valuation of the stock until long after the information has become stale. The firm thus can have months to trade stealthily on inside information without the public disclosure of its trades causing an adjustment in its stock price.
C. Insiders' Incentive to Engage in Inflated-Price ATMs
Having seen that a firm selling its own shares in the market is subject to more lax trade-disclosure requirements than an insider of the firm selling those shares, we now turn to examine insiders' incentive to use equity issuances to engage in indirect insider trading.
Our focus will be on inflated-price issuances-issuances conducted when the stock price exceeds the stock's actual pretransaction value. An inflatedprice issuance transfers value from buying shareholders to nonbuying shareholders pro rata. Thus, insiders who conduct an inflated-price issuance (and decline to buy shares in the issuance) benefit to the extent they own shares in the firm. For instance, if insiders in a firm own 25% of the firm's equity before the issuance, they will capture 25% of the value transferred to nonbuying shareholders. Since, as noted earlier, average inside ownership in U.S. firms ranges between 24% and 32%, 105 the value transfer to insiders can be quite significant. In a firm where insiders own 25% of the equity before the issuance, they will capture 25% of the value transferred to nonbuying shareholders.
To see how an inflated-price equity issuance transfers value to insiders (and, incidentally, to other nonbuying shareholders), consider again ABC Corporation (ABC). Suppose that ABC currently has five shares outstanding and is liquidated on a future Liquidation Date. Four shares are held by public shareholders; one share is held by Insider. Assume that ABC does not issue any dividends or repurchase any equity before Liquidation Date.
There are two scenarios: No-Transaction Scenario: If ABC does not issue any equity prior to Liquidation Date, it will distribute $50 to the holders of its five shares at Liquidation Date. The no-transaction value of each of ABC's five shares at Liquidation Date is thus $10 ($50/5).
Equity-Issuance Scenario: Now suppose that ABC conducts an equity issuance before Liquidation Date when the stock trades at $16 ($6 more than its pretransaction value of $10), selling a single share at that price. Assume also that no economic value is created or destroyed by the equity issuance, so the $16 received for the share increases ABC's Liquidation-Date value by $16, from $50 to $66. Insider will refrain from purchasing the new share, knowing that it is overvalued. At Liquidation Date, the value of each of ABC's six shares, including that owned by Insider, is $11 ($66/6).
By assumption, the economic value created by the firm in both scenarios is the same. In the No-Transaction Scenario, $50 flows to all the shareholders at Liquidation Date. In the Equity-Issuance Scenario, $16 flows from shareholders during the issuance and $66 flows back to shareholders at Liquidation Date, for a net outflow of $50. In both cases, there is $50 of net economic value to be allocated to shareholders.
However, the equity issuance shifts value from public shareholders as a group to Insider. In the No-Transaction Scenario, Insider gets $10 and public shareholders get $40. In the Equity-Issuance Scenario, Insider gets $11 and public shareholders get $39 ($55-$16). Thus, Insider reaps an extra $1 even though no economic value is created by the equity issuance. The results are summarized in Table 2 below. There is considerable evidence that insiders deliberately use equity issuances to transfer value from buying shareholders. For one thing, executives themselves acknowledge that they issue shares when they believe their firms' stock prices are "high." 106 In addition, a large body of studies has found that insiders tend to conduct traditional SEOs when their firms' shares are overpriced, 107 thereby enabling insiders to substantially boost the 107 See, e.g., Tim Loughran & Jay R. Ritter, The New Issues Puzzle, 50 J. FIN. 23, 47 (1995) (examining 3702 SEOs between 1970 and 1990 and finding evidence that firms announce stock issues when their stock is grossly overvalued, the market does not revalue the stock appropriately, value flowing to them and other nonbuying shareholders. 108 Importantly, and not surprisingly, the propensity to engage in inflated-price issuances appears to increase with insider equity ownership. 109 Although ATMs are relatively new, the evidence now emerging is consistent with insiders using private information to sell overvalued equity in ATMs. For example, one recent study found that ATMs are announced after significant stock price runups and that the market reacts negatively to their announcement. 110 It also found that actual sales under ATM programs are effected after the stock price has recently risen and market conditions are thus relatively favorable. 111
IV. COSTS TO PUBLIC INVESTORS
As Part I explained, when insiders engage in direct insider trading, public investors are hurt in two ways: (1) value is systematically diverted from public investors to insiders; and (2) public investors lose additional value when the overall pie shrinks due to the weakening and distortion of insiders' incentives.
As this Part explains, indirect insider trading also hurts public investors in these two ways. Section A explains how indirect insider trading, like direct insider trading, systematically transfers value from public shareholders to insiders. Section B explains how indirect insider trading causes insiders to act in ways that destroy economic value. 111 See id. at 23-24 (finding that more positive stock returns in the prior quarter lead to larger actual issuances in the current quarter).
A. Value Diversion
This Section (1) provides an estimate of the value diversion to insiders from indirect insider trading; (2) shows that this value diversion hurts public shareholders as much as value diversion via direct insider trading; and (3) explains why insiders bother to engage in indirect insider trading when direct insider trading appears to be a much more "efficient" strategy for diverting value.
The Amount of Value Diversion
Insiders systematically divert value from public investors through both bargain repurchases and inflated-price equity issuances. In prior work, I used publicly available data to form a crude estimate of insiders' annual profits from bargain repurchases alone: between $6 and $7.5 billion. This amount is comparable to insiders' profits from direct insider trading. 112 And, importantly, it does not include profits from inflated-price issuances.
A more recent study by Richard Sloan and Haifeng You provides additional evidence that insiders' profits from bargain repurchases and inflatedprice issuances are likely to be substantial. 113 Sloan and You estimate that, over the last 40 years, an aggregate of $2.2 trillion has been transferred to long-term shareholders through bargain repurchases and inflated-price issuances. 114 That works out to about $50 billion per year. If insiders were to capture 15% of that $50 billion, their indirect insider-trading profits would be $7.5 billion annually.
While the actual amount diverted may be greater or less than these rough estimates, it is likely that bargain repurchases and inflated-price ATMs together yield insiders at least several billion dollars per year.
As Section I.A explained, academics who favor insider trading argue that direct insider-trading profits are a reasonable form of compensation. Similarly, insiders' ability to profit from indirect insider trading might be defended as a form of compensation for those controlling the firmexecutives, directors, and large shareholders. But indirect insider-trading profits, like direct insider-trading profits, are a very odd form of compensation. Gains from direct or indirect insider trading are a function of access to inside information, not the creation of economic value. As explained below, indirect insider trading, like direct insider trading, can be expected to reduce the value flowing to all shareholders over time by causing insiders to take steps that destroy economic value.
Are Indirect Insider-Trading Profits Different?
A reader may wonder whether a useful distinction can be drawn between direct and indirect insider-trading profits. In particular, while the former are captured only by insiders, the latter are shared pro rata with those public shareholders who do not sell when the firm conducts a bargain repurchase or buy when the firm conducts an inflated-price issuance. Thus, insiders gain from indirect insider trading only if certain public shareholders also benefit.
Indeed, it would be entirely correct to say that indirect insider trading increases the firm's long-term stock price and benefits the firm's long-term shareholders. When the firm buys shares at a low price, it increases the long-term value of all the remaining shares. When the firm sells shares at a high price, the firm increases the long-term value of all preexisting shares. In other words, indirect insider trading (unlike direct insider trading) appears to boost value for long-term shareholders. What could be wrong with that?
The answer is as follows: whether insider trading is done directly or indirectly via the firm, public shareholders buying and selling the firm's shares systematically lose. Thus, on average, public shareholders can expect to profit less from investing in the firm's shares. As public investors' expected returns decline, it is more difficult for a firm to raise equity capital in the public markets.
To see why direct and indirect insider trading have the same distributional effects for public investors as a whole, it might be helpful to consider again ABC Corporation. Suppose that, at the beginning and at the end of the year, Insider of ABC owns 20% of ABC's equity. Assume that Insider's personal trading does not affect ABC's per-share value. Consider two scenarios:
Scenario 1: Insider buys X shares and later sells X shares on inside information during the course of the year, generating direct insider-trading profits of $2. Insider engages in no other purchases or sales, so Insider's proportional ownership is the same on December 31 as it is on January 1. Because there is no effect on ABC's value from Insider's trading, the only effect of Insider's use of private information is to shift $2 from public investors trading in ABC's shares to Insider.
Scenario 2: Insider uses private information to have ABC buy 5X shares and sell 5X of its own shares during the course of the year. Assume that ABC does not engage in any other share transactions and that Insider does not personally trade. Thus, Insider's proportional interest remains at 20% at the end of the year, and those ABC shareholders not buying or selling shares during the year capture an extra $10 as a result of this trading. ABC's per-share value increases from the beginning until the end of the year because the corporation has $10 of extra cash and the number of shares outstanding does not change. Insider captures $2, and the remaining $8 goes to public shareholders holding their shares of ABC. 115 These two scenarios are reflected in Table 3 below. Although Scenario 2 leads to a higher share value for ABC than Scenario 1 (because it is ABC rather than Insider that engages in insider trading), there is no difference for public shareholder value in the aggregate. In both scenarios, Insider diverts $2 from public investors buying or selling ABC's shares; public shareholders as a group are made worse off by $2.
Why Bother with Indirect Insider Trading?
It would certainly seem simpler for an insider to engage in direct insider trading rather than to use the corporation for indirect insider trading. But recall that firms are subject to relatively lax trading-disclosure rules. In particular, the corporation-unlike its insiders-need not disclose the details of individual trades and can wait months before disclosing aggregate trading data. 116 This opacity makes it easier for the corporation to generate profits for insiders by trading illegally on material inside information and 115 Note that Scenario 2 has similar distributional effects to a scenario in which Insider first generates $10 in direct insider-trading profits and then donates the $10 to ABC, capturing $2 for himself and sharing $8 with certain public shareholders.
116 See supra subsections II.B.3 & III.B.3.
legally on valuable but sub-material inside information. While indirect insider trading is more complicated for insiders, it can also be more rewarding. In addition, U.S. insiders are likely to channel at least some of their insider trading activity through the corporation for two other important reasons. First, the reputational consequences for an insider of corporate liability for violating the securities laws pale in comparison with the reputational consequences of personal liability. From an insider's perspective, it is one thing for the corporation to be charged with a violation of the securities laws; it is quite another for the insider himself to be a defendant in an insider trading case.
Second, insiders are subject to Section 16(b) of the 1934 Act, which prohibits executives, officers, and persons owning more than 10% of a firm's shares from making what are commonly referred to as "short-swing profits." 117 An insider makes a short-swing profit if she buys and sells stock within a six-month period and the purchase price is lower than the sale price. 118 However, Section 16(b) does not apply to indirect purchases made by insiders through share repurchases or indirect sales made by insiders through equity issuances. Thus, a trade that would trigger Section 16(b) liability if done directly may be done indirectly without triggering such liability. In short, from an insider's perspective, the corporation will often be an attractive vehicle for insider trading.
B. Destruction of Value
Indirect insider trading, like direct insider trading, can also lead those controlling the corporation to engage in two types of activities that destroy economic value: costly stock-price manipulation and capital misdeployment.
Costly Stock-Price Manipulation
When insiders cause a firm to buy shares at a low price or sell shares at a high price, they have an incentive to manipulate the stock price to increase the value flowing to themselves, even if some economic value must be destroyed in the process. I call value-destroying stock price manipulation "costly stock-price manipulation."
Costly stock-price manipulation hurts public shareholders as a group in two ways. First, it increases the amount of value flowing from public investors to insiders. Second, it destroys value that might have otherwise been captured (at least in part) by public shareholders.
There is considerable evidence that insiders manipulate prices before and during repurchases, actively driving down earnings and the stock price to increase the value transferred to themselves and other nonselling shareholders. 119 Such earnings manipulation is more aggressive when the CEO's equity ownership is higher, providing additional evidence that insiders conduct repurchases to buy stock indirectly at a cheap price. 120 Similarly, insiders manipulate stock prices upward around the time of equity offerings to increase the amount transferred from investors buying stock to nonbuying shareholders. 121 Insiders often achieve this manipulation through real-earnings management, deliberately sacrificing some of the firm's long-term cash flow to report higher earnings. 122
Capital Misdeployment
Insiders engaging in indirect insider trading may also have an incentive to destroy value by misdeploying a firm's capital. Below, I highlight how bargain repurchases can destroy value by diverting cash from valueincreasing projects. 123 To understand the potentially value-destroying effect of a bargain repurchase, consider again ABC Corporation. As before, ABC currently has six shares outstanding and is liquidated on a future Liquidation Date. Public shareholders hold five shares; Insider holds one share. Assume that ABC does not issue any dividends or sell any equity before Liquidation Date.
There are two scenarios: 123 The use of repurchases for indirect insider trading can also destroy economic value in other ways. In particular, it can: (1) lead to excessive cash holding in anticipation of future bargain-repurchase opportunities; and (2) cause a firm to use repurchases when dividends would be a more efficient distribution mechanism. See Fried, Informed Trading, supra note 45, at 1364-70.
No-Buyback Scenario: As before, if ABC does not repurchase any of its equity prior to Liquidation Date, it will distribute $60 to the holders of its six shares at Liquidation Date. The no-transaction value of each of ABC's six shares at Liquidation Date is thus $10.
Buyback Scenario: Now suppose that ABC conducts a repurchase before Liquidation Date when the stock trades at $5 ($5 less than its actual value of $10), buying back a single share at that price. Now assume that had the $5 not been spent on the repurchase, it instead would have been invested in a project that yielded a 50% return. Under this assumption, the repurchase reduces ABC's Liquidation-Date value not by $5, but by $7.50, to $52.50; the $5 would have been invested in a project that yielded a 50% return. As a result, $2.50 of economic value is lost. 124 Insider will not sell because he is aware the stock is underpriced; the share is thus purchased from a public shareholder. At Liquidation Date, the value of each of ABC's five remaining shares, including Insider's share, is thus $10.50 ($52.50/5).
By assumption, the repurchase destroys $2.50 of economic value. In the No-Buyback Scenario, $60 flows to all the shareholders at Liquidation Date. In the Buyback Scenario, $5 flows to shareholders during the repurchase, and $52.50 flows to shareholders at Liquidation Date, for a total of $57.50.
But the bargain repurchase enriches Insider by shifting value from public shareholders to Insider. In the No-Buyback Scenario, Insider gets $10 and public shareholders get $50. In the Buyback Scenario, Insider gets $10.50 and public shareholders get $47 ($42 + $5). Thus, Insider reaps an extra $0.50 even though the repurchase destroys economic value. The results are summarized in Table 4 below. To be sure, if capital markets functioned perfectly, ABC could borrow $5 so that it could both buy back one share for $5 and pursue the profitable project. But various market imperfections may make it difficult for ABC to both engage in the bargain repurchase and pursue all of its desirable projects. 125 Intriguingly, empirical studies suggest that firms that increase repurchases cut back on potentially desirable investment. A recent study found that repurchases, especially those that appear to be driven by insider stock ownership, have a significantly negative effect on a firm's investments in research and development. 126 The study found that, holding everything else equal, doubling share repurchases led to an 8% reduction in research and development expenditures. 127 An earlier study reached similar conclusions. 128 While these studies, by themselves, do not demonstrate that insiders destroy value to engage in bargain repurchase, they do suggest that repurchases may well divert cash from potentially productive activities inside the firm. 129 Finally, it is worth noting that this particular type of distortion-capital misdeployment-can arise from indirect insider trading, but not direct insider trading. While insiders can engage in direct insider trading without altering the firm's capital structure, indirect insider trading via bargain repurchases requires moving cash out of the corporation, with potential adverse consequences for the firm's value-creating activities.
V. TOWARD REDUCING INDIRECT INSIDER TRADING
Parts III and IV discuss how firms trading in their own shares are subject to trade-disclosure rules that are much less stringent than those applied to their own insiders, and that insiders can exploit these relatively lax rules to engage in indirect insider trading. Such indirect insider trading imposes costs on public shareholders by systematically transferring value to insiders and by causing insiders to sacrifice economic value to boost their insidertrading profits.
This Part puts forward a proposal to reduce these costs. Under this proposal, a firm, like its insiders, would be required to disclose precise details of trades in its own stock within two days. Section A describes the proposed two-day rule. Section B explains how such a two-day rule would reduce the costs associated with indirect insider trading and increase public shareholders' returns.
A. The Proposed Two-Day Rule
Section 16(a) of the 1934 Act currently requires insiders to provide detailed information about any trade in their firm's shares within two business days. 130 Firms trading in their own shares, by contrast, may wait months until they disclose the existence of trading activity in their own shares and can get away with providing only aggregate data. 131 These lax tradereporting rules make it easier for insiders to trade indirectly on inside information, imposing potentially large costs on public shareholders.
These costs would be reduced if a firm were subject to the same tradedisclosure requirements as its insiders. In particular, a corporation should be required to disclose each trade in its own shares within two business days of the transaction. This two-day rule would improve transparency and provide public investors with a timely, accurate, and comprehensive picture of insiders' trading, both direct and indirect.
Importantly, this two-day rule should also cover indirect trading by a firm in its own shares. That is, the rule should apply to trades in a firm's shares made by the firm's direct or indirect subsidiaries. Otherwise, a firm could evade the two-day rule by trading indirectly through its subsidiaries, much as insiders currently avoid Section 16(a)'s two-day disclosure requirement by trading indirectly through their firms. 132 The proposed two-day rule would not unduly burden firms, just as Section 16(a) has not unduly burdened insiders. Indeed, the largest stock markets outside the United States already require even more timely disclosure by firms of trades in their own shares. For example, in the United Kingdom and Hong Kong, publicly traded firms must report all share repurchases to the stock exchange before trading begins the next business day. 133 Japan requires same-day disclosure. 134 In Switzerland, a firm trading in its own shares commonly does so through a separate trading line, and the transaction is instantaneously disclosed to all market participants. 135 If firms in Hong Kong, Japan, and the United Kingdom can disclose open-market transactions by the end of the trading day or by the next morning, U.S. firms should be able to disclose their trades within two days without too much difficulty.
B. Benefits of the Two-Day Rule
The two-day rule would boost public shareholder returns by reducing both the diversion of value to insiders and the destruction of economic value that arises as a byproduct of indirect insider trading.
Reduced Diversion of Value to Insiders
The two-day rule would reduce the value diverted to insiders by illegal and legal indirect insider trading.
a. Reduced Illegal Insider-Trading Profits
As Parts II and III explain, a firm is not permitted to trade in its own shares on the open market when it possesses material inside information. in their own shares. Absent such information, one could not even figure out what trades should be investigated. The two-day rule would require firms trading in their own shares to provide the details of each day's trades. Specific information about daily trades would make it easier for regulators to investigate potentially illegal trades by the corporation and, where appropriate, sanction the firm or those responsible for the trading. Better enforcement can be expected to increase deterrence, thereby reducing the amount of value diverted by insiders through illegal insider trading by the firm.
Of course, one might believe that firms currently do not trade in their own shares when in possession of material inside information. However, this belief cannot be tested without specific information about firms' trades in their own shares. In some jurisdictions, including Hong Kong and the United Kingdom, such information has long been available to regulators and shareholders. In the United States, unfortunately, it is not. Firms' trades in their own shares are largely hidden from public view.
b. Reduced Legal Insider-Trading Profits
The two-day rule would also reduce the amount of value diverted to insiders via legal insider trading by their firms. As I explain in more detail below, it would do so in two ways. First, the two-day rule would reduce the value diverted to insiders for any given volume of information-driven firm trading. Second, the two-day rule would reduce the volume of informationdriven firm trading.
i. Reduced Profits Per Trade
Suppose that insiders engage in indirect insider trading by having their firm buy or sell $X of its own shares on inside information over a week-long period. Under the proposed rule, the firm must begin disclosing the transactions within two days of the first trade. If market participants believe that the firm is attempting to buy or sell stock at a favorable price, they will adjust their valuations of the stock. 137 This adjustment will cause the stock price to move against the firm. As a result, the firm will execute its trades 137 For a discussion of how market participants currently analyze and respond to Section 16(a) trade disclosures by insiders, see Fried, Reducing the Profitability, supra note 10, at 324. Market participants could be expected to apply the same methodology to decoding trades by a firm in its own shares.
after the second day on less favorable terms. Insiders will therefore capture less value through a firm's legal insider trading than they do currently. 138 To be sure, market participants will not know the exact motives for a particular repurchase or equity issuance. As a result, the price adjustment following trade disclosures by the firm will never precisely reflect the inside information that may be behind the transactions. Instead, the adjustment can capture at most the expected value of the inside information communicated by the disclosures. Over time, however, these price adjustments can be expected to reduce substantially insiders' profits from indirect insider trading-even if the volume of indirect insider trading is unaffected by the two-day rule. 139
ii. Reduced Trade Volume
The two-day rule would also reduce insiders' indirect insider-trading profits by reducing the frequency of bargain repurchases and inflated-price ATMs. As explained above, the stock price will adjust to trade disclosures as the trades are occurring, thereby reducing indirect insider-trading profits. Thus, the expected benefit to insiders of conducting bargain repurchases and inflated-price equity issuances will decline under a two-day rule. As a result, they are likely to engage in fewer such transactions. Thus, the twoday rule is likely to reduce not only the profits associated with any given information-driven trade, but also the volume of such trades.
Less Value Destruction
As Part IV explains, the use of the firm for indirect insider trading can lead insiders to destroy economic value by manipulating the stock price or distributing cash that would generate greater social returns inside the 138 Most of the insider-trading profits currently generated by OMRs appear to come from firms choosing the right months to buy back shares, not the right days within any given month. See De Cesari et al., supra note 76, at 1034 (finding that the majority of trading gains from OMRs come from "'between-month' timing, i.e., concentrating repurchases in months during which prevailing market prices are relatively low"). If a two-day disclosure rule were adopted, the market reaction to repurchase announcements would make it more difficult for the firm to continue buying stock at a very low price during the remainder of the month, substantially reducing OMR insider-trading profits.
139 Instructively, the change in the disclosure deadline for Section 16(a) (from the tenth day of the following month to two business days following the trade) was accompanied by a decline in insiders' per-trade profits. See Email from Christopher Malloy, supra note 42 (describing unreported results from a study of direct insider trading, which indicated that insiders' ability to generate insider-trading profits declined after the change in Section 16(a)'s disclosure deadline). This finding suggests, as one would expect, that transparency reduces an insider's ability to profit from his or her access to inside information. two-day rule proposed here is ideal. Rather, I see the adoption of such a rule as an easy (but important) step in the right direction-a measure that would harmonize insider-trading rules, improve transparency in the capital markets, and substantially reduce indirect insider trading and its costs. 145 CONCLUSION Publicly held U.S. firms trading their own shares are subject to tradedisclosure rules that are much less stringent than those imposed on their own insiders trading these same shares. Insiders must report the specific details of each trade within two business days. Firms, by contrast, need to report only aggregate monthly or quarterly trading activity, and can wait for months after this activity to do so.
Not surprisingly, insiders exploit these relatively lax rules to engage in indirect insider trading. There is overwhelming evidence that insiders use private information to have firms secretly buy and sell their own shares at favorable prices. Given that the volume of repurchases and equity issuances is hundreds of billions of dollars annually, the volume of such indirect insider trading is likely to be substantial.
Such indirect insider trading can impose substantial costs on public investors. It systematically diverts value from public investors to insiders, who, in the average U.S. firm, own more than 20% of the firm's equity. 146 Indirect insider trading can also lead insiders to misallocate the firm's capital and engage in value-destroying stock-price manipulation.
To reduce these costs, I have put forward a simple proposal: subject firms to the same two-day trade-disclosure rules as their insiders. Other jurisdictions with developed stock markets, such as Hong Kong and the United Kingdom, already impose one-day trade-disclosure rules for firms. There is no reason to deny public investors in the U.S. market the benefits that would flow from a similar degree of transparency.
Profitability, supra note 10, at 353-64 (explaining how a pre-trading disclosure rule would reduce insiders' ability to make direct insider-trading profits).
145 In other work, I show that one could completely eliminate insiders' ability to profit from direct and indirect insider trading through appropriately structured compensation arrangements. See Jesse M. Fried, Hands-Off Options, 61 VAND. L. REV. 453, 468-74 (2008) (describing an equity arrangement that would eliminate insiders' ability to make direct insider-trading profits by taking control of the timing of sales out of their hands); Fried, Share Repurchases, supra note 125, at 1136-40 (describing an equity arrangement that would eliminate insiders' ability to make indirect insider-trading profits by adjusting their equity position whenever the firm buys or sells its own shares).
146 See supra notes 70-72 and accompanying text.
